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This paper investigates the instability of capitalism defined as a condition under 
which capitalism creates inflation, unemployment, and business cycles. Great 
economists such as Marx, Veblen, and Schumpeter have examined this problem, 
concluding that capitalist instability will transform capitalism. A model is devel-
oped in this paper to investigate instability, and the finding is that the basic cause 
behind instability is the conflict on income share: wages and profits. The fluctua-
tions in the share of profits create inflation, unemployment, and business cycles. 
This generalization has been verified by using data from the American economy 
for the 1970s, 1980s, and the 1990s. Over this period, the paper concludes, when 
the profit share is high, moderate inflation and employment were generated, and 
when profit share is low, inflation, unemployment, and business cycles have ap-
peared. 
Key words: Business Cycle, Instability of capitalism, Conflict on income share, 
Profit inflation, Unemployment, Planning and competitive sectors, Power, Innova-
tion, Surplus value 
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1. Introduction
A modern capitalist economy such as the American economy consists basically of 
the planning  (fix price)  and  the competitive  (flex price)  sectors  [Galbraith 1973]. 
The planning sector  is fully dominated by the existence of  large corporations and 
the  concentration of production and capital.  In  contrast,  the  competitive  sector  is 
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In  addition,  the  capitalists  release workers  in  order  to  save  cost  and  to maintain 




come  share,  and because of  this  unsolvable  struggle,  capitalism  is  inherently un-
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2. Review of some of the significant literature




talists will  hire workers  to  implement  the  production  process  and  sell  the  output 
and pocket the profits for their future consumption and investments. As demand for 
labor  rises, wages will  increase.  Capitalists will  raise  prices,  and  hence  inflation 













Schumpeter  [1927,  1928,  and 1934]  explains  instability  of  capitalism by  innova-
tions introduced by entrepreneurs. He contends that during the early period of the 













setting  higher  prices  for  their  products. Consequently,  as  costs  rise  and  revenues 
decline, profits will be eliminated,  and  liquidation will  follow. This causes pessi-
mism  to emerge and  the capitalist economy moves  toward a  recession or depres-
sion. Revival will start again after new swarms of innovations and after enterprises 
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rate of  inflation in  the short run. That  is  to say, under regime of rational expecta-
tions discretionary public policies are ineffective destabilizing the stable capitalist 
economy.
New Keynesian  theory  ([Hall  1990], Mankiw  and  Romer  [1991],  Bernanke  and 	
Carey [1996], Borda et al. [2000], Dornbusch et al [2002], and Sorenson and Whitta-
Jacobsen [2005]) contend that capitalist instability is created by the fluctuations in 
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increase in the workmanlike efficiency of the wage-earners; [then this] … acts in its 
degree to increase the labor-cost per unit of the marketable output of industry, and 
therefore  also  to  narrow  the margin  of  sales-price  over  production-cost”  [Veblen 
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until it becomes 100 percent, then the rate of profit will decline. If the rate of capacity 
utilization is intentionally reduced [Veblen, 1921], the rate of profit will rise. 
Having explained  these components,  the  rate of profit k  is determined by various 
variables which are briefly explained here. (1) Efficiency and intensity of work or 
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will  rise,  a  situation  that  increases  the  volume  of  output. Accordingly,  increased 
production will  exert  a  pressure  on prices  to  decline. Hence,  profitability will  be 
squeezed and the rate of profit will decrease, assuming every thing else fixed. 
To develop the analysis further, the interest rate variable must be brought and con-
nected  to equation  (7).  It can be stated  that as  labor cost per unit of output  rises, 
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The  foregoing explanation can be extended  to  the business cycle. During  the ex-
pansionary phase of the business cycle prices increase steadily, and capitalists ob-
tain a higher target rate of profit. Employment increases in this period, and workers 
demand  higher money wages  as  the  economy  approaches  near  full  employment, 
and they succeed [Rosenberg and Weisskopf 1981, 44]. Workers behave as such in 
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When  interest  rates  increase,  investments  and  consumption  expenditures will  de-
cline. The rate of capacity utilization will decline, which may keep the profit rate 



















Capitalist  governments do  increase military  spending during a  recession. That  is, 
militarism has become a very important institution to lift capitalist economies from 
economic  crises,  because  it  is  important  stimulus  for  increasing  investments  and 
effective demand. Similar arguments can be applied to lower taxes and regulations, 
where both can reduce cost (or shift aggregate supply) and increase output, employ-
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1970-74 6.66 5.28 0.333 0.657 5.44 2.18
1975-79 8.16 6.92 0.341 0.659 7.04 1.88
1980-84 7.50 8.30 0.335 0.665 5.70 1.48
1985-88 3.30 6.50 0.345 0.655 2.80 1.85
1989-92 4.40 6.30 0.345 0.655 2.50 2.18
1993-2000 2.60 5.20 0.350 0.650 1.89 1.70










Adil H. Mouhammed • Instability of capitalism inflation, unemployment, and business... 










































Adil H. Mouhammed • Instability of capitalism inflation, unemployment, and business...






































Adil H. Mouhammed • Instability of capitalism inflation, unemployment, and business... 







































Adil H. Mouhammed • Instability of capitalism inflation, unemployment, and business...












Asimakopulus, A. [1979], “Tax Incidence” In Alfred S. Eichner, (Ed.), A Guide To 
Post Keynesian Economics, M.E. Sharp: New York..
Bernanke, B. and Carey, K. [1996], “Nominal Wage Stickiness And Aggregate Sup-
ply In the GreatDepression”, The Quarterly Journal of Economics, 111, 853-83.
Bordo, M. D., Erceg, C. J., and Evans, C.L. [2000], “Money, Sticky Wages, and the 
Great Depression”, The American Economic Review, 90, 1447-1463.
Bowles, S., Gordon, D., and Weisskopf, T. [1990], After the Waste Land: A Demo-





Galbraith, J. K. [1973], Economics and the Public Purpose, Mentor: New York. 
Hall, T. E. [1990], Business Cycles: The Nature and Causes of Economic Fluctua-
tions, New York: Praeger.
Hehnel, R. and Sherman, H. [1982], “Income Distribution and the Business Cycle”, 
Journal of Economic Issues, 16, 49-73.
Keynes, J. [1936], The General Theory of Employment, Money and Interest,	Mac-
millan:	London.
- - [1930], A Treatise On Money II. New York: Harcourt.
Lanzillotti, R. [1958], “Pricing Objectives in Large Companies”, The American Eco-
nomic Review, 48, 921-940..
Lichtenstein, P. [1983], An Introduction to Post-Keynesian and Marxian Theories of 
Value and Distribution, M. E. Sharp: New York.
Adil H. Mouhammed • Instability of capitalism inflation, unemployment, and business... 






Minsky, H., [1986], Stabilizing An Unstable Economy, Yale University Press: New 
Haven	and	London.
Moore,  G.  [1972],  The Business Cycle Today.  Columbia  University  Press:  New 
York.
Naples,  M.  [1981],  “Industrial  Conflict  and  its  Implications  for  Productivity 
Growth”,The American Economic Review, 71, 36-41.
Peterson, W. [1988], “Economic Policy From Truman to Reagan”, Paper presented 
at	the Missouri Valley Economic Association.	





the Postwar U.S. Economy”, The American Economic Review, 71, 42-47. 





- - [1934], The Theory of Economic Development: An Inquiry into Profits, Capital, 
Credit, Interest, and the Business Cycle,  translated by Redvers Opie. Harvard 
University Press: Cambridge, Mass.
Sherman, H. [1976], Stagflation: A Radical Theory of Unemployment and Inflation,	
Harper & Row: New York.
-  -  [1991], The Business Cycle: Growth and Crisis Under Capitalism,  Princeton 
University Press: Princeton, New Jersey.
Sorensen, P and H.J. Whitta-Jackobsen, [2005], Introducing Advanced Macroeco-
nomics: Growth and Business Cycles, McGraw-Hill/Irwin: New York.
Veblen, T. [1904], The Theory of Business Enterprise, Kelley: New York. 
- - [1921], The Engineers And the Price System, Kelley: New York.
- - [1923], Absentee Ownership And Business Enterprise In Recent Times: The Case 
of America, Kelley: New York.
Weintraub, S. [1961], Classical Keynesianism, Monetary Theory, and the Price Lev-
el, Chilton Company: New York. 
Adil H. Mouhammed • Instability of capitalism inflation, unemployment, and business...
Zb. rad. Ekon. fak. Rij. • 2006 • vol. 24 • sv. 2 • 165-184  183
Nestabilnost kapitalizma, inflacija, nezaposlenost i poslovni ciklusi
Adil H. Mouhammed1 
Sažetak
U ovome radu istražuje se nestabilnost kapitalizma koji se definira kao stanje u 
kojem kapitalizam stvara inflaciju, nezaposlenost i poslovne cikluse. Veliki ekon-
omisti kao što su Marx, Veblen i Schumpter bavili su se tim problemom i zaključili 
da će upravo nestabilnost kapitalizma  transformirati kapitalizam. U radu se raz-
vija model za istraživanje nestabilnosti, a rezultati ukazuju da je  temeljni uzrok 
nestabilnosti sukob oko udjela u dohotku: nadnica i profita. Fluktuacija u ra-
spodjeli profita stvara inflaciju, nezaposlenost i poslovne cikluse. Ova generali-
zacija provjerena je na podacima američkog gospodarstva u periodu 1970-tih, 
1980-tih i 1990-tih, te se može zaključiti da kad je udio u profitu visok, dolazi do 
umjerene stope inflacije i zaposlenosti, ali kad je udio u profitu nizak, stopa in-
flacije, nezaposlenosti i poslovnih ciklusa raste.
Ključne riječi: poslovni ciklusi, nestabilnost kapitalizma, sukob oko udjela u 
dohotku, inflacija profita, nezaposlenost, planiranje i konkurentni sektori, inovaci-
ja, vrijednost viškova 
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